INTRODUCTION
Households increasingly use mutual funds as their main long-term investment vehicles. Today, the number of mutual funds available exceeds 17,000 in the United States alone.
1 Market participants are therefore in need of valid, unbiased and straightforward information in order to select mutual funds with the best future prospects. But how does the average investor distinguish a superior mutual fund from another?
This need for information has led to an increased demand for services that rate mutual funds. The best-known and widely used rating system is provided by Morningstar, Inc. Introduced in 1985, the 5-star rating system enables a fund's characteristics to be summarized in a comprehensive way, easily understood by the average investor: the star rating. Similar to ratings given to hotels, restaurants and movies, Morningstar rates mutual funds on a scale from one C H A P T E R 6 Improvements star (lowest) to five stars (highest) according to past investment performance. The star rating is a useful tool for investors, as it gives them a risk-adjusted measure of the fund returns which also takes expenses into account. Morningstar clearly states that star ratings are achievement marks rather than predictors of future mutual fund performance. Nonetheless, the heavy use of Morningstar ratings in mutual fund advertising suggests that fund companies assume that investors use Morningstar ratings also for deciding on their investments. It is likely that investors will avoid funds with the lowest ratings and choose funds with the highest ratings in the expectation that they will increase the future returns received on their investments. Indeed, Del Guercio and Tkac (2002) provide empirical evidence that the Morningstar rating itself has a significant effect on fund flows.
Back in 1985, most investors were not sure whether to invest value-or growth-oriented, whether they should choose a small-cap fund or one that bought into large caps. Instead, they preferred a mutual fund that would perform well in a variety of market conditions. The original 5-star rating system allowed investors to evaluate a fund's past performance within four broad asset classes: domestic stock, international stock, taxable bonds and municipal bonds. In the past twenty years, however, mutual funds have become more specialized. Over time, asset-allocation concepts have been introduced and funds have moved from a "stand-alone" investment to being part of a larger portfolio.
Numerous studies have indicated the importance of investment style when explaining stock returns. In their seminal paper, Fama and French (1992) showed that stock returns vary systematically across two dimensions: size and value-growth. However, the original 5-star rating system compared large-capitalization with small-capitalization funds. This had the unfortunate side effect that when a particular style of investing was hot, a disproportionate share of funds within that style received four or five stars. Because of such a style bias, the original star rating was very sensitive to market movements rather than to whether the fund manager had superior management skills.
In mid-2002 Morningstar revised its 5-star rating methodology to assign ratings based on comparisons of funds within a specific investment category. Instead of four broad asset classes, there are now 64 categories within which mutual funds will be sorted and ranked. In addition, Morningstar enhanced its rating approach with a new measure of risk-adjusted return by explicitly considering the upside volatility of mutual funds.
The purpose of this chapter is to present a comprehensive analysis of the new fund rating methodology and to illustrate its improvements and its shortcomings. It will be shown that while the Morningstar rating system has many attractive features, such as the ability to incorporate risk-adjusted returns and different types of funds all within the simple framework of a single star rating, the approach is not without limitations.
